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Cost Terms, Concepts, and Classifications

Cost:  a resource sacrificed to achieve a specific objective.

Cost object: Anything for which a separate measurement of costs is desired. Example: a product, a service, a project, a customer, an activity, a department, and a program.

Cost Driver: is any factor that affects costs.  A change in the cost driver will cause a change in the total cost of related cost object.

Cost Accumulation and Cost Assignment

· Direct vs. Indirect costs

Manufacturing Costs:

1. Direct Material – those integral parts of the finished product that can be physically and conveniently traced to it.

2. Direct Labor

3. Mfg. Overhead

Conversion cost = Direct labor + Mfg. OH

Prime cost = DM + DL

Product Vs. Period Costs:

Product costs – if a cost is incurred to acquire or make something that will eventually be sold, then the cost should be recognized as an expense in the period of sale – that is product cost.

Product costs are viewed as “attaching” to units of product.

Product costs are initially assigned to inventories—called inventoriable costs.

Period Costs – are all the costs that are not included in product costs.  These costs are expensed on the income statement in the period in which they are incurred.

Cost flow and inventory costs under merchandising and mfg. firms.

Cost Classifications for Predicting Cost Behavior

Variable Vs. Fixed Costs

Direct vs. Indirect Costs

A common cost is a cost that is common to a number of costing objects but cannot be traced to them individually.  A common cost is a particular type of indirect cost.

A differential cost (revenue) is costs and revenues that differ between alternatives.

In general, only the differences between alternatives are relevant in decisions.

A differential cost is also known as an incremental cost.

Marginal cost (revenue) the cost (revenue) that will occur (obtain) from one more products.

Opportunity Cost –is the potential benefit that is given up when one alternative is selected over another.

Opportunity cost is not usually entered in the accounting records of an organization, but it is a cost that must be explicitly considered in every decision a manager makes.

Sunk cost  -- is a cost that has already been incurred and that cannot be changed by any decision made now or in the future.  These costs should be ignored when making a decision.

